
The Mexican crisis of 1994–95 and the ongoing
crisis in Asia have raised issues regarding the ef-

fects of global integration, the sustainability of the
linkages between emerging capital markets and more
developed ones, and the management of risks associ-
ated with surges of capital inflows followed by possi-
ble cessation, or at least a substantial reduction, in
such flows. A number of these issues are examined in
this chapter. The first section considers the similarities
and differences among the recent Asian crisis, the
Mexican crisis of 1995, and the debt crisis of the
1980s. The second section analyzes the price and mar-
ket dynamics that affect the terms and conditions
under which countries obtain international finance and
factors that contribute to surges in capital flows. As-
suming that sharp changes in capital movements are
likely to be a feature of the new global financial envi-
ronment, the third section examines what the experi-
ence of the 1990s implies about the policies and insti-
tutional arrangements that are needed to manage the
macroeconomic and financial risks created by large-
scale capital inflows. The last section contains some
concluding remarks.

Is the Asian Crisis a New Type of 
Systemic Crisis?

The dramatic changes in capital flows and in ex-
change rates and other asset prices during the Asian
crisis have raised the issue of whether this was a new
type of systemic crisis or if it shared many of the char-
acteristics of earlier systemic crises such as those ex-
perienced by many heavily indebted emerging mar-
kets in the early 1980s and by Mexico in 1994–95.
Each of these crises has been viewed as systemic be-
cause they resulted in (1) an abrupt reduction in or
complete loss of access to global capital markets for
the affected countries; (2) spillover effects to countries
viewed by market participants as being in similar con-
ditions; (3) severe currency and banking stress in the
affected countries; and (4) perceptions that banking
and securities markets in mature economies could be
deeply affected if there were widespread defaults on
emerging market’s external obligations.

While it is evident that all three major crises—the
debt crisis of the 1980s, the Mexican crisis of

1994–95, and the Asian crisis—shared common
elements, there were also some key differences. The
broad similarities were that each crisis was preceded
by a surge of capital into the affected countries, by
access to international markets at favorable terms,
and by rapid growth of external debt combined with
increased exposures to movements in interest rates
and exchange rates. When the crises broke there were
an abrupt loss of market access and spillover effects
to other similarly placed economies. All the crises
took place in the context of weak and inadequately
supervised financial systems, and the eventual res-
olution involved, in varying degrees, debt restructur-
ing by public and private borrowers. The macroeco-
nomic settings of individual countries, however, did
display some contrasts. Other key differences related
to the mix of private and public borrowing, the com-
position of inflows, the international environment in
which the crises played out, and, in the wake of tur-
moil, the extent of questioning of the development
strategies being followed by the affected countries at
that time.

The Similarities

Each of the crises was preceded by a surge of capi-
tal inflows to a broad range of countries and, at least
in the 1990s, by sharp improvements in the terms and
conditions under which emerging markets could ac-
cess global financial markets (see Figure 3.1 and
Chapter II). The capital flows that took place between
the first oil crisis of 1973 and 1982 were linked to the
recycling of oil revenues. During that period, net pri-
vate capital flows to emerging markets (mainly in the
form of syndicated loans) amounted to $165 billion
(about 1 percent of emerging markets’ GDP in that pe-
riod) and reflected large-scale borrowing by Asian and
Latin American entities. The Mexican and Asian
crises were also preceded by record capital inflows,
and total net private capital flows to emerging markets
between 1990 and 1996 soared to $1,040 billion
(about 3 percent of their GDP in that period) with Asia
and Latin America receiving 40 percent and 30 per-
cent of these flows, respectively.

During most of the 1970s, many emerging market
borrowers faced low or even negative real interest
rates on their international borrowing. Between 1973
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and 1978, for example, the three-month LIBOR,
which often served as the base for the interest rate
spreads on syndicated loans to emerging market coun-
tries, averaged about 8 percent a year, whereas export
unit values (measured in U.S. dollars) rose at an an-
nual rate of over 15 percent a year. However, interest
costs rose sharply in the late 1970s as a number of in-
dustrial countries, particularly the United States, tight-
ened monetary policy to combat inflation.

Similarly, the first half of the 1990s witnessed a
sharp improvement in the terms and conditions under
which emerging markets could access global financial
markets. Yield spreads on Brady bonds fell from an
average of 1,100 basis points over comparable matu-
rity U.S. treasury bonds in 1990 to a pre-Mexican-cri-
sis low of just under 400 basis points in December
1993. While these spreads jumped sharply in early
1995 (reaching 1,550 basis points in March 1995),
they subsequently declined to 350 basis points by Sep-
tember 1997 just prior to the pressure on the Hong
Kong dollar. In addition, average maturities on new
Eurobond issues climbed from 4.4 years in 1991 to 8
years by 1996.

Another common element in all three crises was the
extent to which borrowers had unhedged exposures to
interest rate and exchange rate movements. During the
1970s, the use of syndicated loans usually denomi-
nated in U.S. dollars and priced at spreads over
LIBOR meant that debtors took an open position re-
garding the interest rate and currency risks associated
with such borrowings. While these external debt posi-
tions were hedged to some degree by the countries’
holdings of U.S.-dollar-denominated reserves, there
were relatively few financial instruments in the 1970s
to facilitate further hedging of such positions.

What is surprising, however, is that despite the ex-
plosive growth of global derivative products in the
1990s, unhedged currency and interest rate exposures
were key determinants of the severity and scope of the
Mexican and Asian crises. Indeed, at times the author-
ities and private sector entities took steps that in-
creased their exchange rate exposures just prior to the
crises in the 1990s. For example, in 1994, to facilitate
the refinancing of their domestic debt and to signal a
commitment to their exchange rate arrangement, the
Mexican authorities shifted from issuing peso-denom-
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Figure 3.1. Surges and Composition of Private Capital Flows Prior to Crises

Source: International Monetary Fund, World Economic Outlook database.
1Aggregate flows to the Baker 14 countries: Argentina, Brazil, Bolivia, Chile, Colombia, Côte d’Ivoire, Ecuador, Mexico, Morocco, Nigeria,

Peru, the Philippines, Uruguay, and Venezuela.
2Aggregate flows to Thailand, Malaysia, Indonesia, Korea, and the Philippines.



inated debt (mainly Cetes) to short-term debt securi-
ties (Tesobonos) whose debt-service payments were
made in pesos but indexed to the U.S. dollar exchange
rate.1

The exposure of nonfinancial corporations to for-
eign exchange risk played a key role in the Asian cri-
sis. Asian firms, enjoying increasing access to global
financial markets, were able to issue large amounts of
securities denominated in foreign currency in addition
to obtaining foreign currency loans from both domes-
tic and international banks. A number of factors ap-
pear to have motivated corporations to take on these
large unhedged exposures. Most important, domestic
interest rates were higher than foreign interest rates in
Asian countries that used the exchange rate as a nom-
inal anchor. Corporations often left foreign debt expo-
sures unhedged because domestic hedging products
were undeveloped and/or purchasing offshore deriva-
tive products would have reduced the cost advantage
of borrowing abroad. Such behavior was also rein-
forced by the view that there was little need to hedge
because the authorities had established a credible
commitment to an exchange rate peg or a prean-
nounced crawl.

A feature common to all three crisis periods was the
lack of transparency regarding the operation of the fi-
nancial system and regulatory regime. While the fi-
nancial systems of most emerging markets were much
more controlled in the 1970s than in the 1990s, both
the repressed financial systems of the 1970s and the
liberalized systems of the 1990s had serious structural
weaknesses. In the 1970s, the financial environment
of many emerging markets was characterized by tight
constraints on external financial transactions, directed
credit allocation by domestic institutions, and ceilings
on loan and deposit interest rates (McKinnon, 1973).
These extensive restrictions, by confining bank opera-
tions to approved or priority activities, often led to un-
diversified loan portfolios that soon contained a sig-
nificant share of nonperforming or poorly serviced
loans. Moreover, the panoply of controls on banking
activities stultified the development of prudential su-
pervisory systems. In the early 1980s, nine heavily in-
debted emerging markets experienced banking crises
as corporate and state enterprises faced difficulties in
meeting their debt-service obligations (Lindgren, Gar-
cia, and Saal, 1996).

In late 1994 and early 1995, concerns about the
health of the banking system undermined a credible
defense of the Mexican peso. From mid-1990 to mid-
1992, 18 Mexican banks that had been nationalized in
1982 were sold back to the private sector. As part of a
program of financial liberalization, interest rates were

freed, credit controls and lending restrictions were re-
moved, and compulsory liquidity ratios were abol-
ished.2 This liberalization was accompanied by a rapid
expansion of bank credit, with net credit to the private
sector expanding at an average annual rate of 66 per-
cent in nominal terms. Even by 1993, however, con-
cerns about the quality of banks’ loan portfolios had
led to a sharp slowdown in the rate of expansion of
bank credit. The sharp depreciation of the peso and the
increase in interest rates in the aftermath of its flota-
tion contributed to a further deterioration of bank port-
folios as domestic corporations found it increasingly
difficult to service their debt obligations, especially
those denominated in foreign currency.

While some improvements in prudential supervision
and regulation were undertaken in Asian economies in
the first half of the 1990s, remaining inadequacies as
well as the limited experience of financial institutions
in the pricing and management of risk contributed to
imprudent lending, including lending to related par-
ties. Private corporations, in turn, underestimating the
risk of domestic and foreign borrowing, became
highly leveraged and exposed to movements in inter-
est rates and exchange rates. Weak balance sheets,
which had been camouflaged by the spectacular
growth rates of the earlier years, were exposed in
1996–97. Rising interest rates, depreciating curren-
cies, collapsing real estate and equity prices, and the
precarious situation of many corporations led to a
sharp deterioration in asset quality, causing consider-
able stress in the banking systems and some full-
fledged banking crises.3

In each instance, the crisis was unanticipated by
most market participants. In 1982, bond and loan in-
terest rate spreads were stable in the months leading
up to the July 1982 announcement by Mexico of its
debt-servicing difficulties. Also, there had been an in-
crease in bank lending in 1981 to every country that
was obliged in 1982 and 1983 to restructure its exter-
nal debt.4

In the 11 months leading up to December 1994,
Mexican interest rates, stock prices, and the peso-dol-
lar exchange rate all experienced periods of turbu-
lence. Market indicators and commentators pointed to
a serious weakening of confidence from the time of
the Colosio assassination in March until just before
the election in August (when it became apparent that
the ruling party would win the election), but market
indicators and commentary “turned up” in the second
half of the year, right up to the time of the final attack
on the currency and the December devaluation. Even
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1Tesobonos increased from 6 percent of total Mexican govern-
ment securities outstanding at the end of February 1994 to 50 per-
cent at the end of November 1994. 

2The nature of this liberalization and the events leading up to the
1994 Mexican crisis are analyzed in Annex I of International Mon-
etary Fund (1995a).

3For a more comprehensive discussion, see International Mone-
tary Fund (1996, 1997a, 1997b, and 1998).

4See James (1996), pp. 351–62.
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though Mexico experienced considerable political un-
certainty, a loss of foreign exchange reserves, and
growing difficulties in funding its short-term debt, the
1995 Capital Markets report concluded that the deci-
sion to float the peso “took international investors by
surprise, despite warnings from several noted econo-
mists and market commentators.”5

Most investors were also surprised by the scope and
intensity of the Asian crisis, in part because of the
strong record in the 1990s of growth and stability in
the affected countries, as well as what were perceived
as cautious fiscal policies. Yield spreads on bonds and
syndicated loans declined for most Asian economies
between mid-1995 and mid-1997, and with the excep-
tion of the Philippines, which was upgraded in early
1997, no sovereign credit rating was changed through-
out 1996 and the first half of 1997. Figure 3.2 shows
that in the months leading up to the July 1997 float of
the Thai baht, Eurobond spreads for Indonesia,
Malaysia, the Philippines, and Thailand fluctuated in
relatively narrow ranges and clearly did not presage
the upheavals that followed. Spreads rose between
July and October, but it was not until the depth of the
Korean predicament became known and the specula-
tive attack on the Hong Kong dollar in October that
they spiked upward.

All three crises were accompanied by extensive
spillover effects. In 1982, although there was initially
the hope that Mexico’s debt-service problems were
specific to that country, debt-servicing difficulties
soon spread to most Latin American countries and to
some countries in Asia and Africa “as international
bankers tried to rescue their balance sheets by with-
drawing credits from those countries that had not yet
demanded a rescheduling. Such action forced coun-
tries into illiquidity, and also created an incentive for
likely debt problem countries to suspend payments
and renegotiate their credits as soon as possible.”6

The 1995 Mexican peso crisis also produced a fun-
damental reevaluation of the risks associated with in-
vesting in emerging markets, and the larger Latin
American countries experienced varying degrees of
turbulence in their foreign exchange markets and de-
clines in their equity markets.7 While Asian markets
were not initially affected in December 1994, their
currencies came under attack in mid-January 1995,
and securities markets in some of them experienced
sharp declines amidst uncertainty about whether Mex-
ico could meet its debt-service obligations and
whether a sufficiently large international support
package could be put in place. The extensive conta-
gion associated with the Asian crisis is described in
Chapter II. The floating of the Thai baht in mid-1997

led to a reassessment of prospects for “similarly situ-
ated countries” and the spread of contagion in the re-
gion and afar was all the more rapid because the usual
trade linkages among countries had been overlayed
with increasing financial linkages in the 1990s.

In all three crises, the spread of contagion across
countries was worsened by weak banking systems. As
already noted, a large number of heavily indebted
emerging markets experienced systemic banking
crises at the same time that they lost access to global
financial markets in 1982. For example, in Chile the
authorities were forced to provide assistance to virtu-
ally all domestic banks.

In the Mexican crisis, the banking system—which
had already seen past-due loans increase sharply from
35 percent to 98 percent of total bank capital in
1994—experienced a further sharp rise in the stock of
nonperforming loans during February–March 1995 as
a growing number of nonfinancial firms faced diffi-
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5International Monetary Fund (1995b), p. 5. See also Edwards
(1998).

6James (1996), p. 388. 7See International Monetary Fund (1995a).
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culties in meeting their debt-service obligations to the
banks.8 Similar concerns in Argentina led bank de-
posits to fall by 16 percent (more than $7.5 billion) be-
tween mid-December 1994 and end-March 1995.
Since Argentina employed a currency board arrange-
ment, foreign currency withdrawals translated into
contractions of the monetary base and, via the money
multiplier, into declines in domestic credit and a sharp
rise in domestic interest rates.9

Once the Thai baht depreciated in July 1997, the
currencies that came under immediate pressure were
those that investors viewed as having “similar” funda-
mentals, including appreciated real exchange rates,
and banking systems potentially exposed to nonper-
forming loan problems because of a rapid expansion
of bank credit that had contributed to a rise in asset
prices and an increase in speculative investments.
Moreover, as the crisis widened, financial fragility
was at the center of a vicious circle. Beliefs that au-
thorities could not sustain high interest rates to defend
currencies in deference to weak financial systems led
to speculative pressures on currencies. As the curren-
cies depreciated sharply, the financial positions of
both nonfinancial corporations and banks deteriorated
further, and the proportion of nonperforming bank
loans increased, raising concerns about the fundamen-
tal soundness of the banking systems, which in turn
further undermined investor confidence.

Debt restructuring was a key element in the final
resolution of all three major crises. In the 1980s,
much of the focus was on the restructuring of sover-
eign foreign currency obligations since in many cases
the foreign currency debt of the domestic banks had
been either assumed or guaranteed by the authorities.
Voluntary debt relief was the cornerstone of the plan
proposed by the U.S. Treasury Secretary Nicholas
Brady in 1989. Along with a decline in international
interest rates, the reschedulings were helpful in elim-
inating the effects of the “debt overhang” that had
discouraged investment in debtor countries because
of the high levels of taxation that would have been
required to service the original debts.

While the Mexican authorities fully serviced their
official domestic and foreign currency denominated
obligations during the 1995 crisis, there were exten-
sive restructurings of the nonfinancial sector’s domes-

tic bank loans as well as its external commercial bank
and Eurobond obligations.10 In Asia, the restructuring
process is still in its initial stages.

Some Differences

Purely on the basis of macroeconomic factors, it is
difficult to argue that the Asian economies in 1996
were poised for the kind of turmoil that afflicted them
in 1997 and 1998.11 Figure 3.3 uses the average per-
formance in 1995 for nine emerging markets that had
sovereign ratings before 1990 (the base group) as a
metric to compare the macroeconomic fundamentals
on the eve of the Asian crisis, the Mexican crisis, and
the debt crisis.12 For each macroeconomic variable,
the value of that variable for a particular country at
any time was normalized using the mean and standard
deviation of that variable for the base group in 1995.13

These normalized or standardized variables are then
plotted in the figures with a movement away from the
origin signifying a deterioration and a movement to-
ward the origin signifying an improvement. For ex-
ample, the value of 2 calculated for the variable EDY
for Indonesia in 1996 implies that Indonesia’s external
debt to GDP ratio was 2 standard deviations above the
average for the base group in 1995. Use of a common
metric also implies that the figures for the different
countries can be compared with each other.

The figures suggest three conclusions. First, the
1996 macroeconomic fundamentals of the affected
Asian countries were in most respects comparable to
the base group average in 1995. With the exception of
Indonesia, while the external debt to GDP ratios were
higher in 1996 for Thailand, Malaysia, and the Philip-
pines, the external debt to exports and the debt-service
ratios were comparable or better than the comparator
group average in 1995. Second, the 1996 macroeco-
nomic situation of the Asian countries was by and
large better than the situation of Mexico in 1994.
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8To deal with this situation, the Mexican authorities introduced in
early 1995 a measure that allowed banks whose risk-weighted cap-
ital to asset ratio was below 8 percent to borrow funds from the de-
posit guarantee fund, the Fondo Bancario de Protección al Ahorro
(FOBAPROA), by issuing five-year subordinated debt with explicit
conversion rules. In addition, a plan was introduced to allow banks
to remove and restructure nonperforming loans from their balance
sheets.

9Argentina’s foreign exchange reserves fell by 40 percent be-
tween end-December 1994 and end-March 1995 and prime interest
rates tripled over the same period reaching 50 percent in March
1995.

10See, for example, Darrow and others (1997).
11See International Monetary Fund (1997b, 1998) for a detailed

discussion of the fundamentals prior to the Asian crisis. It is worth
noting that conventionally measured fundamentals need not contain
the whole story. For example, investment ratios say nothing about
the quality of investment, fiscal deficits ignore quasi-fiscal and con-
tingent fiscal liabilities, and external debt calculations may not be as
comprehensive as desired.

12The nine countries comprising the group that first received a
sovereign rating before 1990 (and hence had something of a track
record) are Argentina, Brazil, China, India, Korea, Malaysia, Singa-
pore, Thailand, and Venezuela. Note that the base group calculations
(of mean and standard deviation) for real GDP growth are based on
an average for the years 1993–95, and the calculations for the cur-
rent account deficit and central government deficit exclude Singa-
pore since it is an outlier in these dimensions. 

13Normalized or standardized variable = (variable – mean of base
group in 1995)/(standard deviation of base group in 1995). Also, for
ease of exposition, the normalized variables for the plots have been
truncated and are bounded by +3 and –3.
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Figure 3.3. Comparing Economic Fundamentals Prior to the Debt, the Mexican, and the Asian Crises1

Source: International Monetary Fund, World Economic Outlook.
1The figures plot a standardized value, lying between +3 and –3, for each macroeconomic variable. Note that for all variables a movement away

from the origin signifies a deterioration. See text for full explanation.
2The Baker 14 countries are Argentina, Brazil, Bolivia, Chile, Colombia, Côte d’Ivoire, Ecuador, Mexico, Nigeria, Peru, the Philippines, Uruguay,

and Venezuela.



Third, economic fundamentals were clearly stronger
in Mexico in 1994 compared with its situation and that
of other highly indebted countries in 1981.

Rapid domestic credit growth, real exchange rate
overvaluations, and declining stock markets could be
construed as providing some indication of brewing
trouble in Asia (Figures 3.4, 3.5, and 3.6). Between
1990 and 1997 claims of banking institutions on the
private sector as a percent of GDP almost doubled in
Thailand and rose in the other countries, especially
after 1994. Real exchange rates, which showed negli-
gible changes over the 1990–95 period, appreciated
modestly (up to 15 percent) over the 1995–97 period,
but such appreciations were small compared with
Mexico in 1994 or 1981. Even these indicators,
though suggestive of needed policy corrections, can-

not be seen to have provided signs of the depth of the
crisis that eventually engulfed Asia.

The global economic environment prior to and on
the eve of the debt crisis of the 1980s was fundamen-
tally different from that in the 1990s. Growth in the
mature market countries slowed sharply in the late
1970s, declining from an average rate of growth of 4
percent in 1978 to little more than 1 percent in 1981.
This prolonged sluggishness of activity in the mature
markets contributed to a decline in the growth of ex-
ports and a deterioration in the terms of trade for
many non-oil emerging market countries. At the same
time, as part of efforts to curb inflationary pressures
in the mature markets, interest rates in major markets
rose sharply from the late 1970s to 1981. Since the in-
terest rates on many of the syndicated loans to emerg-
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ing market borrowers were tied to LIBOR, these
countries experienced a sharp rise in their debt-ser-
vice payments.

The global situation confronting emerging markets
in the 1990s has been more favorable than in the late
1970s. In the 1990s, the mature markets have been
characterized by low and declining inflation and nom-
inal interest rates. The declines in asset yields in ma-
ture markets made emerging market investments ap-
pear increasingly attractive and there was a decline of
risk premiums in many asset markets, apparently sig-
nifying a shift in preferences toward greater risk toler-
ance and/or a perception that risks had declined.
Moreover, while the mature markets were headed to-
ward a recession in the early 1980s that reduced the
expansion of world trade, world trade has expanded at
an annual rate of over 6 percent during 1990–96.
However, it is worth mentioning that the increase in
U.S. interest rates did lead to a more pessimistic as-
sessment of Mexico’s prospects in 1994 and the up-
swing in the value of the U.S. dollar (especially vis-à-
vis the Japanese yen) in the months preceding the
Asian crisis adversely affected the competitive posi-
tion of Asian countries pegged to the U.S. dollar.

As private capital flows surged during the 1990s,
the relative importance of official capital flows de-
clined sharply, and there was increasing intermedia-
tion of funds between private parties, especially non-
financial entities. Whereas official capital flows to
emerging markets represented 49.5 percent of total
capital flows in 1970–81, they accounted for only 9.5
percent of total flows in 1990–96. As already noted,
total net private capital flows to emerging markets to-
taled over $1 trillion in the first half of the 1990s. Re-
newed market access in the 1990s also saw a dramatic
change in the composition of private flows—the share
of foreign direct investment and portfolio flows in
total net private flows over 1990–96 reached 40 per-
cent and 39 percent, respectively.

Another difference between the crises has been the
effect they have had on the development strategies
pursued by the affected countries. Prior to the debt cri-
sis, many countries pursued an import-substitution
strategy behind high tariff walls, and supported it by
financial policies that, besides establishing low (rela-
tive to domestic inflation) interest rate ceilings on
bank loans and deposits, directed bank loans to certain
priority sectors of the economy. To prevent domestic
residents from fleeing these repressed financial sys-
tems, there were systems of extensive capital controls.
External borrowing was typically undertaken by the
public sector (including state-owned banks), and often
used to partially finance budget deficits. Such systems
discouraged exports both directly (by taxes, limits on
credit availability) and indirectly (to the extent that
exporters had to use high-cost domestically produced
goods). The 1980s provided ample evidence of the
shortcomings of the closed-economy import substitu-
tion model and by the beginning of the 1990s, many
emerging market economies had embraced a more
outward orientation that, in varying degrees, included
liberalization of external trade and financial transac-
tions, fiscal conservatism, structural reforms designed
to increase the flexibility of domestic goods and fac-
tor markets, and an enlargement of the role played by
the private sector.

Neither the Mexican crisis of 1995 nor the Asian
crises of 1997–98 has as yet produced a comparable
change in development strategies. Indeed, in the after-
math of the Mexican crisis, the authorities in many
Latin American countries strengthened their commit-
ment to maintaining the open economy strategies they
had pursued during the first half of 1990s. Many mar-
ket participants regarded such a commitment on the
part of the Mexican authorities as a key factor in ex-
plaining the rapid return of Mexico to global financial
markets by the last quarter of 1995.14 However, these
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14A comparison of the factors that led to the crises in Mexico and
Thailand is provided in Box 1 of International Monetary Fund
(1997b).

0

200

400

600

800

1000

1200

1400

0

50

100

150

200

250

300

350

Debt Crisis

Asian Crisis

Mexico

Philippines

Malaysia

Indonesia

Korea
Thailand

1990 91 92 93 94 95 96 97 98

1990 91 92 93 94 95 96 97 98

Figure 3.6. Stock Market Price Indices in Local
Currencies
(January 1990 = 100)

Source: International Finance Corporation, Emerging Market Data
Base.



crises have led to a reexamination of the “Asian model
of development,” made clear that a resilient, transpar-
ent, and well-regulated financial system is a prerequi-
site for full capital account liberalization, and empha-
sized that developing countries need better institutions
to shield the more vulnerable segments of society
from wild swings in economic activity and to forge a
more durable consensus for global integration (Haus-
mann, 1997).

The remainder of this chapter examines two sets of
issues raised by the above analysis. First, it analyzes
the market dynamics that generate the observed pat-
tern of capital movements—a surge in capital flows
combined with significant improvements in the terms
and conditions governing market access, followed by
an abrupt loss of market access and sharp declines in
the prices of claims on emerging markets, often ac-
companied by widespread spillovers to other
economies in the region or at a similar level of devel-
opment. Second, to the extent that such dynamics are
likely to be a recurrent feature of the global financial
system, it examines what policies can help countries
manage the macroeconomic and financial risks asso-
ciated with large-scale and potentially volatile capital
flows. Particular attention is paid to the specific prob-
lems raised or highlighted by the Asian crisis.

Capital Flows and Market Dynamics

The increasingly integrated global financial system
has produced important efficiency gains, but the new
system’s market dynamics are still not fully under-
stood. When global markets appropriately price the
risks and returns associated with different investment
activities, cross-border capital flows tend to bring
about an efficient allocation of global savings to its
most productive uses.15 Moreover, cross-border port-
folio flows and foreign direct investment can help in-
vestors reduce risk by allowing for more diversified
portfolios. In addition, the involvement of foreign fi-
nancial institutions in domestic markets can be an im-
portant vehicle for improving financial management,
encouraging the adoption of new financial technolo-
gies and introducing a greater degree of competition.

Terms and Conditions for Market Access

While there is general agreement about the nature
of the potential benefits that well-functioning global
capital markets can generate, there has been much
more controversy about the markets’ ability both to
generate a sustainable flow of capital to emerging
markets and to evaluate and price the credit risks as-

sociated with different borrowers. Some observers
have argued that investors have strong incentives to
acquire information that allows them to be informed
and discriminating. They cite the expanding activities
of credit rating agencies and the growth of the re-
search staffs of investment banks and other large in-
stitutional investors as examples of this expanded ef-
fort. However, others have emphasized the high costs
of acquiring and processing information and stressed
that risks are often priced with incomplete information
about a borrower’s economic and financial condition.
For example, Calvo and Mendoza (1998) construct a
theoretical model in which insufficiently informed in-
vestors fail to raise the risk premium on a country’s se-
curities in response to small changes in economic con-
ditions, but respond sharply to more substantially
adverse news by attaching a high risk premium on
borrowings and/or cutting back on the availability of
funds to a country, and abruptly revising expectations
about developments in other countries with “similar”
characteristics.

Two recent studies shed some light on the relevance
of these competing hypotheses by attempting to iden-
tify the determinants of interest rate spreads on inter-
national bonds issued by emerging markets during the
1990s. Cline and Barnes (1997) estimate a model that
relates quarterly interest rate spreads on sovereign in-
ternational bonds issued by a group of emerging mar-
kets and mature European markets countries for the
period 1992–96 to a set of economic fundamentals.
Economic fundamentals for the second quarter of
1997 are used to predict the levels of the interest rate
spreads that would have been expected on the basis of
the relationship between spreads and economic vari-
ables in the 1992–96 period. They find that most
countries had actual interest rate spreads lower than
the predicted spreads and the authors conclude “on the
basis of the average relationships between emerging
market spreads and economic performance, the results
indicate that after having been unusually high in 1994
for Europe and 1995 for Latin America, by 1996 and
especially mid-1997 spreads were unusually low in
both areas relative to levels that would have been ex-
pected on the basis of economic fundamentals in the
borrowing countries” (p. 20). Since interest rate
spreads on syndicated loans declined by a much
smaller amount than spreads on Eurobonds, the au-
thors suggest that investors in the rapidly growing Eu-
robond market may have had less experience in eval-
uating risk than those in the syndicated loan market.

Eichengreen and Mody (1998) examine data on
about a thousand emerging market international
bonds launched in the years 1991–97. In order to
minimize selection bias, they model both the deter-
minants of the decisions by countries to enter the
bond markets and the factors that influenced the pric-
ing of these bonds when launched. For 1991–95, the
level of the interest rate spreads was found to be
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15See Eichengreen, Mussa, Dell’Ariccia, Detragiache, Milesi-
Ferretti, and Tweedie (1998). 
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higher when the maturity of the bond increased, the
country had a high ratio of external debt to GNP, the
country had experienced a debt rescheduling, there
was a high ratio of debt-service payments to exports,
and the bond was a private placement.16 In contrast,
spreads were found to be significantly lower the
higher a country’s credit rating and the larger the size
of the bond issue.17 The authors also conclude that
most of the change in spreads over 1996 and early
1997 was associated with changes in market senti-
ment rather than economic fundamentals.

Market Dynamics

While these empirical studies provide an indication
of the degree to which capital flows and interest rate
spreads are related to economic fundamentals as op-
posed to changes in market sentiment, they do not
provide direct evidence on the factors that led to the
changes in market sentiment. Some market partici-
pants explain the surge in capital flows and the appar-
ent mispricing of risk as reflecting the interaction of a
number of factors including (1) de facto and de jure
liberalization of capital account restrictions in emerg-
ing markets; (2) significant improvements in eco-
nomic fundamentals in many emerging markets and
upgrades in sovereign credit ratings; (3) changes in
global macroeconomic conditions; (4) a growing, al-
beit still limited, share of institutional portfolios held
in emerging market assets; (5) the presence of at least
some degree of herding among portfolio managers
and bankers; and (6) moral hazard considerations as-
sociated with implicit or explicit guarantees that lead
to an underpricing of the risks associated with emerg-
ing markets securities.

The scale of capital flows to emerging markets has
been strongly influenced by the ongoing liberalization
of capital account transactions in many emerging mar-
kets, as well as fundamental improvements in macro-
economic and structural policies. The liberalization of
capital account transactions has been both de jure and
de facto. For example, the IMF’s Annual Report on
Exchange Arrangements and Exchange Restrictions
has reported a declining incidence of restrictions on
capital account transactions, multiple exchange rate
practices, and compulsory surrender requirements for
export receipts.18

Even with greater openness to external financial
transactions, the inflows would not have taken place
without significant improvements in the economic
fundamentals in many emerging markets. This im-
provement in fundamentals is most pronounced for
those heavily indebted emerging market countries that
experienced debt-servicing difficulties in 1982. Fiscal
deficits in these economies fell from an average of 6
percent of GDP in 1983–89 to 3 percent of GDP in
1990–95. Inflation also fell substantially from an av-
erage annual rate of 77 percent in 1979–89 to 19 per-
cent in 1996. Similarly, export volumes of goods and
services of this group of countries, which had grown
at 6 percent a year during 1983–89, expanded at an an-
nual rate of nearly 11 percent during 1990–96. This
rapid expansion of exports allowed for a decline in the
ratio of external debt-service payments to exports for
countries with debt-servicing problems from 162 per-
cent in 1990 to 128 percent in 1996, despite rapid
growth in their external debt during the early 1990s.
Moreover, the ratio of external debt to GDP fell from
54 percent in 1990 to 37 percent in 1996.

Changes in global macroeconomic conditions have
also been an important determinant of capital flows to
emerging markets. The decline in nominal interest
rates in mature markets in the mid-1990s stimulated a
search by many investors for new investments that
would help preserve the overall yield on their portfo-
lios. In order to achieve higher yields, these investors
have shown a greater willingness to take on additional
risks in both mature (junk bonds) and emerging
markets.

Structural changes in international financial mar-
kets in the 1990s have influenced both the scale and
composition of capital flows to emerging markets (see
World Bank, 1997). The growing importance of port-
folio flows (both bonds and equities) has reflected the
expanding role of institutional investors and securiti-
zation. Institutions such as mutual funds, insurance
companies, pension funds, and hedge funds have be-
come increasingly important purchasers of emerging
markets securities during the 1990s in order to im-
prove the overall return on their portfolios and to
achieve the benefits associated with a more diversified
portfolio. These institutional investors have generally
preferred to hold direct claims (bonds and equities) on
emerging market entities, as opposed to indirect
claims such as syndicated loans; and, as a result, there
has been a growing securitization of capital flows to
emerging markets.

Some observers have also argued that the initial
capital flows to emerging markets created a “virtuous”
circle. Under this hypothesis, capital flows to emerg-
ing markets in the early 1990s were stimulated by im-
proved economic fundamentals in the recipient coun-
tries due to extensive structural reforms and more
stable macroeconomic and financial policies. Follow-
ing an extended period in the 1980s when access to
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16The authors argued that a private placement was associated with
a higher spread because investors demand compensation for the fact
that disclosure requirements on private placements are much lower
than for listed issues. A lower degree of liquidity for such place-
ments could also be a factor.

17The lower spread associated with larger issuance size was seen
as reflecting the existence of economies of scale in marketing and
distribution and the greater liquidity of larger issues on the sec-
ondary market.

18See International Monetary Fund (1997a), Annex VI, and World
Bank (1997).



global capital markets was limited, these initial, albeit
relatively modest, capital flows improved the eco-
nomic performance of emerging markets because they
helped relax severe liquidity constraints and thereby
facilitated increased domestic investment, which stim-
ulated economic growth. This improved economic
performance in turn led credit rating agencies to raise
the ratings for a number of emerging markets. Many
institutional investors are constrained to hold assets of
at least some specified minimum credit quality, and
the improved credit ratings thereby steadily expanded
the set of institutional investors that could potentially
hold emerging markets securities. Since institutional
investors in mature market are estimated to hold some
$20 trillion of assets, a decision by only a relatively
limited number of institutional investors to modestly
increase the share of emerging market securities in
their overall portfolios (a stock decision) could by it-
self have stimulated relatively large portfolio flows to
emerging markets. Indeed, net portfolio flows to
emerging markets rose sharply from $17 billion in
1990 to over $106 billion in 1993.

Some observers have argued that this process was
accelerated by herding among institutional investors.
While herding is usually regarded as evidence of irra-
tional behavior, some recent literature19 suggests that
herding can be explained if one or more of three ef-
fects are present: (1) payoff externalities such that the
payoff to an agent adopting an action is positively re-
lated to the number of other agents adopting the same
action; (2) principal-agent considerations such that a
manager, in order to maintain or gain reputation when
markets are imperfectly informed, may prefer either to
“hide in the herd” to avoid evaluation or to “ride the
herd” in order to improve reputation; or (3) informa-
tion cascades where later agents, inferring information
from the actions of prior agents, optimally decide to
ignore their own information. It has been argued that
all three of these elements played a role as institu-
tional investors diversified their portfolios by adding
emerging market securities and as regional and “sec-
ond-tier” banks expanded their participation in syndi-
cated lending organized by larger (“first-tier”) banks.
As the number of institutional investors willing to pur-
chase emerging market securities increased, the size
of individual issues could also be increased, which
often implied a higher level of liquidity in the sec-
ondary markets for these securities. This improved
liquidity would in turn further increase the attractive-
ness of emerging market securities to investors that

had not yet entered this market. In addition, there were
frequent reports that the willingness of some institu-
tional investors to enter the markets increased because
they did not want to be “left behind” in view of what
was perceived as the return and risk diversification
benefits associated with holding emerging market se-
curities as a class of assets. Similarly, regional and
second-tier banks, which often lack the resources to
undertake in-depth analysis of macroeconomic and fi-
nancial market conditions in a broad range of emerg-
ing markets, participated in syndicated lending to
emerging markets organized by larger international
banks because of a desire not to be left behind in what
was regarded as a relatively profitable business and
generally assumed that the larger banks had “done
their homework” regarding the creditworthiness of the
borrower.

Both the scale of capital flows and pricing of
emerging market securities have also been viewed as
influenced by moral hazard considerations. Specifi-
cally, the concern is that agents in private credit mar-
kets may be encouraged to undertake imprudent risks
because of the expectations of official support in the
event of a crisis, and borrowers facing artificially low
interest rates may be lured into excessive indebted-
ness. Indeed, the major credit rating agencies regu-
larly indicate as part of the ratings process the likeli-
hood that a given bank will receive official assistance
during a crisis.20

Dooley (1997) presents a model in which private in-
vestors acquire financial instruments that are consid-
ered likely to be protected by government insurance
(that is, backed by the government’s international re-
serves and possibly by credit lines). Domestic resi-
dents and foreign investors are viewed as having an
incentive to engage in transactions that allow them to
share the value of the government insurance. In his
analysis, a speculative attack on the currency is gener-
ated by competition to avoid losses and will occur
when the contingent liabilities of the government are
just equal to the stock of reserve assets.

Similarly, Krugman (1998) argues that the govern-
ments of emerging markets allowed private individu-
als to open financial intermediaries that made risky in-
vestments, yet their creditors believed that there was
an implicit government guarantee of the intermedi-
aries’ liabilities. As intermediaries invested in risky
assets, there was asset price inflation that could be
temporarily self-validating: because the prices of risky
assets were raised above their appropriate level, the fi-
nancial intermediaries acquired a false appearance of
solvency, allowing them to continue operation. The
sharp rise in asset prices in the Krugman analysis oc-
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20For example, Fitch IBCA provides a “support rating” indicating
whether a bank will receive government support should this be
needed.

19See Devenow and Welch (1996) for a survey of this literature. It
should be noted, however, that the “rationality” of these actions
from the perspective of the individual agent does not necessarily
lead to aggregate outcomes that are “desirable.” See Agénor and
Aizenman (1997); Bacchetta and van Wincoop (1998); Calvo and
Reinhart (1996); and Eichengreen, Mathieson, Chadha, Jansen,
Kodres, and Sharma (1998). 
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curs because intermediaries base their lending deci-
sions on a Panglossian view of the world: they borrow
and lend on the assumption that the best possible out-
come will occur, and if that belief proves to be incor-
rect, the government will bail them out.

To date, there has been no direct empirical test of
how important herding and/or moral hazard problems
were in stimulating the surge of capital flows and the
sharp decline in interest rate spreads. However, it is
evident that the surges in capital flows to emerging
markets and the sharp improvements in the terms and
conditions under which these countries could access
international financial markets are not isolated events.
The mid-1990s witnessed a compression of interest
rates spreads for borrowers from a broad range of
credit risks in both mature and emerging markets (In-
ternational Monetary Fund, 1997a). Moreover, as
noted in the 1997 Capital Markets report (Interna-
tional Monetary Fund, 1997a, Appendix VI), surges in
capital flows were a feature of earlier periods of high
capital mobility in the late 1800s and the 1920s when
presumably moral hazard considerations were of
much less significance.

Abrupt Loss of Market Access 

Recent surges of capital flows to emerging markets
have ended with an abrupt loss of market access and
sharp adjustments in the prices of claims on these
countries. If financial markets operated smoothly and
efficiently, one would expect that, as a country’s fun-
damentals gradually deteriorated over time, there
would be a gradual increase in the risk premium im-
plicit in the cost of borrowing in international markets.
Presumably, a complete loss of market access would
occur only if the country failed to respond to market
signals or if its economic fundamentals underwent a
sudden deterioration.

The abrupt reversal of investor confidence that un-
derlies a sudden loss of market access and sharp ad-
justment in asset prices is not unique to the relation-
ship between emerging markets and global financial
markets. Indeed, the United States experienced such a
sudden change in investor sentiment that led to a de-
cline in equity prices of more than 20 percent on Oc-
tober 19, 1987. As Greenspan (1998a) has noted, there
is no credible scenario that can really explain so
abrupt a change in long-term valuations on that one
day. More generally, both casual observation and aca-
demic research suggest that some aspects of the be-
havior of asset prices, especially the dynamics of large
price changes, cannot be fully explained by rational
pricing models (see Annex II).

In examining emerging market crises, recent analy-
ses have tended to focus both on the factors that leave
countries vulnerable to a loss of market access and
those that affect the timing of the speculative attack
that often signals the loss of market access. In consid-

ering the recent Asian experience, it has been argued
that the key factors that left Asian countries vulnera-
ble to a shift in market sentiment were (1) exception-
ally high leverage (as measured by the ratio of debt to
equity in corporate entities), which was a symptom of
excessive risk taking; (2) banking systems that were
undercapitalized, had lax lending standards, and were
subject to weak supervision and regulation; (3) a re-
liance on short-term cross-border interbank funding;
(4) moral hazard considerations created by the official
safety net underpinning the financial system that en-
couraged excessive risk taking and blurred the dis-
tinction between public and private sector liabilities;
(5) weak central banks that were subject to excessive
political interference; and (6) excessive reliance on
banks as the primary source of financial intermedia-
tion.21 As a result of these factors, countries were vul-
nerable to the emergence of a vicious circle in which
an external or domestic shock could abruptly trigger a
revision of expectations of future performance, which
in turn could quickly be transformed into a sharp con-
traction of financial and product markets.22

Even if a country is vulnerable to an abrupt loss of
market access, there is still the issue of the exact tim-
ing of the crisis. For countries with pegged or man-
aged exchange rate arrangements, the loss of market
access is typically signaled by a speculative attack on
its exchange rate.23 Recent theoretical analyses of
speculative attacks have reached differing conclusions
about the predictability of such attacks.24 In the so-
called first generation models, a speculative attack is
an attempt by market participants to profit through the
money market from the dismantling of inconsistent
policies. Budget deficits financed by money creation
were assumed to fuel balance of payments deficits,
until the authorities’ remaining foreign assets were de-
pleted in a final instantaneous attack.

While such first generation models were viewed as
successful in explaining developments in countries
such as Argentina in 1981 and Mexico in 1982, they
had difficulties accounting for some key aspects of re-
cent crises and hence led to the development of the
“second generation” models. In particular, it was evi-
dent during the ERM crisis of 1992 that the policies of
some authorities were not overly expansionary and
need not have caused a crisis. Thus, in second genera-
tion models, government reactions to private sector
expectations became the important element in trigger-
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21See, for example, George (1998), Greenspan (1998b), and Perry
and Lederman (1998). 

22See also Macfarlane (1998).
23Regardless of the nature of a country’s exchange rate arrange-

ments, the loss of market access would also encompass a withdrawal
of short-term lines of credit and sharp declines in equity, bond, and
other asset prices.

24For more detailed reviews of the structure of these models, as
well as their empirical relevance, see Flood and Marion (1997) and
International Monetary Fund (1997a and 1998).



ing a crisis. For example, a government may be will-
ing to maintain a fixed exchange rate in the absence of
a speculative attack; at the same time, it may not be
willing to incur the costs associated with the high in-
terest rates (because of high unemployment or a frag-
ile banking system) that would be needed to defend an
exchange rate commitment. As a result, whereas in
first generation models speculators simply anticipated
the abandonment of the currency “peg” made in-
evitable by inconsistent fundamentals, they actually
can provoke the change in fundamentals that make
their speculative attack profitable in second genera-
tion models. An important implication of these models
is that it may be impossible to predict exchange rate
crises.

As noted earlier, the Asian experience has given rise
to what can be viewed as “third generation” models
(Krugman, 1998) or a resurrection of first generation
models with new fundamentals (Dooley, 1997), namely
moral hazard considerations that initially bring on ex-
cessive risk taking and subsequently financial collapse.
In these analyses, the timing of the crisis (the “insur-
ance attack”) is fully explained, and it occurs when the
external resources that the government can mobilize
(both foreign exchange reserves and official credits it
can obtain in times of crisis) just match its outstanding
contingent liabilities associated with the provision of
the official safety net under the financial system.

While the theoretical literature is informative about
when speculative attacks are likely to occur, they are
still highly stylized and do not translate into simple
empirically useful predictive rules. The growing body
of empirical literature that attempts to identify leading
indicators of currency crises has, as yet, met with lim-
ited success, and the jury is still out on whether a sta-
ble set of relationships can be found that will be use-
ful in this regard (see Annex III).

Contagion

Another key feature of the crises since the 1980s
has been the existence of contagion or spillover ef-
fects. While these terms have been widely used in the
wake of the Mexican and Asian crises, observers have
come to different conclusions as to whether the ob-
served contagion effects are evidence of irrational in-
vestor behavior or more conventional fundamental
causes.

While correlations between stock market and cur-
rency returns across some of the emerging markets
were high during the Mexican and Asian crises, the
existence of high correlations does not necessarily
imply irrational spillovers. For example, asset prices
should depend on expectations of future cash flows
and the way in which those expected cash flows are
discounted, which reflects perceptions about the level
and price of risk: if expected cash flows and risk as-

sessments are correlated based on correlated funda-
mental factors, then asset prices and returns will also
be correlated. The identification of fundamental fac-
tors is, however, not straightforward: for example, one
study (Wolf, 1997) that attempts to disentangle stock
market correlations, industry effects, and fundamental
macroeconomic factors concludes that it is difficult to
find compelling evidence for irrational contagion ef-
fects. Other studies (for example, Eichengreen, Rose,
and Wyplosz, 1996), however, have shown that while
certain macroeconomic factors help explain which
countries experience currency crises, there remains an
unexplained correlation in the timing of crises: that is,
currency crises are somewhat contagious.

Three channels have recently been proposed as ex-
plaining the observed correlations between crises in
emerging markets. Eichengreen, Rose, and Wyplosz
(1996), Glick and Rose (1998), and Goldstein (1998)
focus on the importance of trade flows and competi-
tiveness effects as contributing to contagion. In par-
ticular, when a depreciation occurs in one country,
countries that trade most with that country or are di-
rect competitors in third markets will suffer the
largest deterioration of competitiveness, which in turn
makes their currencies more susceptible to specula-
tive attacks.25

A second channel of contagion has been referred to
as the “wake-up call” phenomenon (Goldstein, 1998).
This hypothesis implies that if one country (for exam-
ple, Thailand) has difficulties, then such an event
leads investors to reassess their view of other coun-
tries. If investors find the same weaknesses in the
other countries—including the type of deep-seated
structural weaknesses that cannot generally be mea-
sured and included in econometric tests—their credit
ratings are reduced and the crisis spreads.

Financial linkages between countries constitute a
third channel for spillover effects. As noted in the
first section, in the lead-up to the problems in Korea,
Korean banks accumulated substantial amounts of
high-yielding Brazilian and Russian government debt
in an attempt to maintain their profitability. At the
same time, there was also substantial Brazilian in-
vestment in Russian debt. When Korean banks en-
countered severe liquidity problems they began to
sell off their Brazilian and Russian assets, leading to
falls in asset prices in these countries and knock-on
sales of Russian debt by Brazilian investors: in some
cases these sales were forced by margin calls on
leveraged positions due to the general fall in asset
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25While Eichengreen, Rose, and Wyplosz (1996) show that com-
petitiveness effects were important determinants of contagion in the
1959–93 period, and Goldstein (1998) argues that Asian trade pat-
terns show sufficiently large direct and third-country effects to jus-
tify sequential devaluations, Bhattacharya and others (1998) have
argued that the Asian trade patterns cannot fully explain the ob-
served pattern and size of depreciations.
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prices in emerging markets. Thus, it is possible—if
markets are insufficiently deep that sales by one
group of investors can lead to price changes—that the
pattern of financial holdings can lead to shocks in one
country being propagated into other countries, re-
gardless of fundamentals.

Some degree of contagion from these channels may
be inevitable at times of crisis, and it may be exacer-
bated by the type of herding behavior discussed
above, especially if the previous inflows occurred
without due regard to fundamentals. The extent of the
outflows from a country may also be exacerbated by a
lack of information. In periods of financial stress,
market participants must make rapid decisions
whether to maintain or adjust their portfolio positions
on the basis of existing information. It is evident that
when due to a lack of adequate information, portfolio
managers cannot effectively distinguish between the
financial positions of different borrowers, there is a
tendency in times of market stress to “assume the
worst” and to rapidly adjust portfolio positions on bor-
rowers that are regarded as being in “similar”
conditions.

Coping with Surges in Capital Inflows

If surges in capital flows to emerging markets are
likely to be a feature of the increasingly integrated
global financial markets, it becomes important to con-
sider how the macroeconomic and financial risks cre-
ated by large-scale and potentially volatile capital
flows can best be managed. Indeed, this issue has been
a focus of policy discussions at the IMF since the early
1990s. This section reviews some of the options avail-
able to policymakers in areas of macroeconomic pol-
icy, financial sector regulation and supervision, and
structural and institutional arrangements, with refer-
ence both to the main conclusions reached at the time
of the Mexican crisis and to new issues that have
arisen in the context of the Asian crises. While sound
macroeconomic policies have been recognized as key
elements in managing the risks created by volatile
capital flows, there has been a growing emphasis on
the need to also strengthen institutional arrangements,
particularly in the financial sector, in order to cope
with surges in capital flows.

Macroeconomic Policy Responses

Most emerging markets that experienced heavy
capital inflows during the early and mid-1990s took
measures to limit the impact of these inflows on their
economies.26 One general approach was simply to

allow the exchange rate to respond to the pressures
created by the capital inflows, either through a reval-
uation or an appreciation of the exchange rate. How-
ever, for those countries with fixed or managed ex-
change rate arrangements, the initial policy response
to large-scale capital inflows typically involved the
use of intervention in order to reduce pressure on the
nominal exchange rate and sterilization to avoid the
monetary expansion that exchange market interven-
tion can create.

An examination of the effectiveness of sterilization
policies in managing capital inflows suggests that
sterilized intervention may not be very effective on a
sustained basis and may potentially create new prob-
lems in terms of the economy’s adjustment to large-
scale capital inflows.27 One reason is that despite sub-
stantial exchange market intervention, the authorities
have often been unable to eliminate all the pressure in
the foreign exchange market. More important, short-
term interest rates tend to increase when sterilization
efforts begin thus encouraging more inflows. Further,
the potential fiscal costs of sterilized foreign exchange
intervention, besides being burdensome in them-
selves, can encourage inappropriate policy responses
to reduce such costs, including restrictions on finan-
cial markets.

Given this conclusion regarding the effectiveness of
sterilized intervention, it can be argued that there are
advantages to allowing the nominal exchange rate to
appreciate when there are large-scale capital inflows.
In particular, an appreciation helps insulate the domes-
tic money supply from the expansionary effects of cap-
ital inflows, so that if economic fundamentals warrant
a real exchange rate appreciation, the adjustment can
come via the exchange rate rather than via higher in-
flation. Also, rather than simply revaluing the ex-
change rate in response to capital inflows, there are
several advantages to allowing the exchange rate to
fluctuate freely. One key advantage is that exchange
rate flexibility introduces uncertainty that discourages
some short-term flows, especially of a speculative na-
ture. However, an important disadvantage of exchange
rate flexibility is that a heavy capital inflow could in-
duce an abrupt and large real exchange rate apprecia-
tion that could impose substantial adjustment costs on
the economy. Moreover, when hedging instruments are
not available, exchange rate flexibility may also deter
medium-term capital flows, such as foreign direct in-
vestment, in addition to deterring export growth.

Another response to large-scale capital inflows may
be a tightening of fiscal policy so as to reduce the up-
ward pressure on aggregate demand and limit the in-
flationary impact of the inflows.

The experience with large-scale capital inflows and
the sharp reversal of these flows has led to a reexami-
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nation of the use of capital controls. While capital
controls were traditionally used as a vehicle for limit-
ing capital outflows from emerging markets, the em-
phasis more recently has been on the use of controls to
manage inflows by altering either the cost or scale of
certain types of cross-border transactions. One key
issue is whether it is feasible to design capital controls
that effectively distinguish between short-term and
long-term capital flows. In part, this reflects the fact
that the standard balance of payments classifications
of direct investment, portfolio flows, and other types
of flows are generally not indicative of the volatility,
maturity, and liquidity of the flows.28 Moreover, even
if a set of controls is effective in limiting some set of
“short-term” capital flows, domestic and foreign in-
vestors may begin to use “long-term” instruments
(such as equities and long-term bonds) to effectively
take short-term positions.

The inability to distinguish between short-term and
long-term capital flows has led some countries to tax
gross capital inflows in a form designed to have the
burden fall most heavily on short-term inflows. Ex-
amples of this type of tax—involving a nonremuner-
ated deposit at the central bank on foreign currency
borrowing—were adopted by Chile in 1991 and by
Colombia in 1993 (see Annex IV for a more detailed
discussion). Since the taxes implicit in these deposit
requirements fall more heavily on investors with rela-
tively short investment horizons, they were clearly de-
signed to discourage speculative “hot money” capital
inflows. The main disadvantage of these measures has
been that flows have been rerouted through other
channels.

As an alternative to taxes on capital inflows, coun-
tries may also consider the use of prudential regula-
tions and other quantitative limits on cross-border
transactions. Prudential measures that have been used
include limits on non-trade-related swap activities,
offshore borrowing, and banks’ net open foreign ex-
change positions (as used in Indonesia, Malaysia, the
Philippines, and Thailand); caps on banks’ foreign
currency liabilities (Mexico); and measures that pro-
hibit domestic residents from selling short-term
money market instruments to foreigners (Malaysia).
All of these prudential measures are means of limiting
the role of the banking system in intermediating capi-
tal inflows, especially when there are existing finan-
cial system weaknesses and concerns about banks’
ability to monitor and evaluate the risks associated
with their loan portfolios.

The experiences of selected countries with policies
designed to curb short-term capital inflows were re-
viewed in the wake of the Mexican crisis,29 and two

main conclusions were suggested by the available ev-
idence. First, at least in the short term, such policies
appear to be successful in reducing the volume of in-
flows. However, the longer the policies remain in
place, the more likely it is that the controls would be
less binding and potentially harmful to the financial
system. Second, these policies appear also to have
contributed to the desired transformation in the nature
or maturity of inflows.

Dealing with Banking Sector Problems

A key implication of the Asian crises is that gen-
erally sound management of fiscal and monetary
policies provides no guarantee against major eco-
nomic crises, even if implemented over an extended
period.30 The large-scale capital inflows initially
attracted by prudent fiscal policies and high private
savings ratios can contribute to overinvestment and
a buildup of overheating pressures that will be re-
flected in large external imbalances and sharp in-
creases in property and stock prices. Moreover, the
commitment to pegged exchange rates for lengthy pe-
riods can encourage the financial and corporate sec-
tors to take on unhedged external liabilities, often of
short maturities. In addition, the ability of the bank-
ing system to efficiently intermediate the capital in-
flows and appropriately price credit risks can be ham-
pered by weak managerial systems, lax prudential
supervision, and related-party and government-di-
rected lending.

Indeed, it is apparent that banking system weak-
nesses were at the heart of the Asian crises. A number
of factors created a situation where a weak banking
system converted an initial moderate disturbance—
arising either within the financial system or else-
where—into an implosive crisis (Greenspan, 1998b).
First, when confronted with an upward-sloping yield
curve, banks incurred both interest rate and liquidity
risk by funding medium-term lending with short-term
funds. This type of funding left banks—particularly
those with weak capital positions—exposed to a col-
lapse of confidence if interest rates rose sharply. Fur-
thermore, an equivalent exchange rate risk existed
where fixed exchange rates and high domestic inter-
est rates prompted banks to undertake substantial un-
hedged foreign borrowing. Second, when banks were
the major source of financial intermediation, their
breakdown necessarily had large effects on real activ-
ity. Third, moral hazard also played a role in causing
crises since interest rate and currency risk taking, ex-
cess leverage, weak capital positions, and excessive
access to international interbank funding were all en-
couraged by the perception that the authorities would
come to the rescue of failing institutions.
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In considering policies toward the banking system,
there is a distinction between policies followed during
“normal” periods and those employed during systemic
crises. During normal periods, a key objective is to
adopt broad principles and practices that encourage
prudent behavior and deal with emerging difficulties
in individual banks expeditiously. As a general rule,
this will entail requiring banks to promptly recognize
the losses associated with nonperforming loans in
their balance sheets and income statements. Banks
whose capital positions have eroded should be re-
quired to be recapitalized or closed. When banks are
closed in normal periods, it is important to avoid blan-
ket official guarantees of the claims of all creditors
and depositors, and the banks’ shareholders must be
the first to bear the cost of any bank failure. To ensure
an orderly closure of banks, there also needs to be
well-functioning bankruptcy procedures.

Systemic banking crises are quite different and re-
quire official intervention both to protect the pay-
ments system and to avoid significant adverse effects
on real economic activity. In this situation, it is un-
likely to be desirable to close all troubled institutions
and still maintain a functioning payments system.
Moreover, no bankruptcy system would be able to
cope expeditiously with a situation where most finan-
cial institutions were or were nearly insolvent. How-
ever, it may still be possible during a systemic crisis to
close some of the most troubled institutions, with cor-
responding losses imposed on their owners, and to
provide assistance to other institutions in such a way
as to reduce moral hazard (for example, at penalty in-
terest rates). Nonetheless, it is likely to be the case that
some imprudent institutions will be assisted.

A related source of concern is that foreign bank
creditors may be shielded by international financial
support packages from bearing their proper share of
losses in an economic crisis. Insofar as international
assistance helps to avoid an unnecessarily damaging
crisis, foreign creditors, as well as other economic
agents, participate in the benefits. However, this is not
an undesirable outcome, since the purpose of interna-
tional support is to help avoid unwarranted economic
damage. Moreover, there is no reason why an appro-
priately designed international support package
should, by itself, involve a “bailout” of foreign credi-
tors. Inappropriate bailouts of foreign creditors can,
however, occur—at the expense of domestic taxpay-
ers—when national governments provide unwarranted
support for domestic financial institutions or their
creditors. In this regard, the key objective is to avoid
the socialization of private risk by providing unwar-
ranted public support, and this must be a key element
in the conditionality associated with international sup-
port packages.

A number of broad principles and practices for
moving towards a stable and sound banking system in
normal periods have been identified in the Basle Com-

mittee’s Core Principles for Effective Banking Super-
vision and the IMF’s Toward a Framework for Finan-
cial Stability.31 The first line of defense against un-
sound banking is competent management, which is
primarily the responsibility of the banks’ shareholders
and executive boards, although licencing procedures
and “fit and proper” rules can be of assistance. An-
other important element is the existence of timely and
reliable information for use by management, supervi-
sors, and market participants. Such disclosure can be
promoted by the introduction of internationally recog-
nized accounting standards that are complemented by
proper procedures and practices for their effective
implementation.

If market discipline is to play a role in maintaining
a sound banking system, then there must be a pre-
sumption that troubled banks will not be assisted au-
tomatically and that owners and large creditors will
not be fully protected. Central bank lender-of-last-
resort facilities should provide only temporary support
for illiquid but solvent institutions, typically at a
penalty rate and against collateral. Deposit insurance
systems need to be well funded so that they can
pay off insured depositors quickly and allow for
prompt closure of insolvent institutions. Moreover, a
credible exit policy for problem banks is necessary for
effective deposit insurance and lender-of-last-resort
arrangements.

Well-designed banking legislation and prudential
regulations have a number of functions. They provide
for a licensing process that ensures that a prospective
banking institution has suitably qualified owners, and
is likely to be professionally managed and potentially
profitable. Capital adequacy ratios should ensure that
banks maintain a minimum amount of capital to ab-
sorb unanticipated losses and that managers and own-
ers have an incentive to operate banks safely. Limits
on risk taking take different forms but should restrict
exposures to a single borrower or connected group of
borrowers, to various sectors of the economy, and to
market risk. Prudential liquidity ratios can also be
used to ensure that banks can meet their creditor and
depositor obligations without having to resort to
forced sales of assets.

For prudential regulations to have the desired effect,
supervisory authorities must have sufficient auton-
omy, authority, and capacity. Since supervisory ac-
tions are often politically unpopular, supervisors must
be able to act against banks without undue delays or
political pressures. Moreover, supervisory agencies
cover a range of increasingly sophisticated bank ac-
tivities, and therefore need the resources to attract and
retain employees of high caliber and to provide them
with the necessary training, support, and remunera-
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tion. In addition, supervisors must have the ability to
conduct ongoing on- and off-site monitoring of banks.
There is also a clear need to coordinate the supervi-
sion of foreign branches and subsidiaries with other
national supervisory agencies.32

It is also apparent from the recent crises that the
combination of a weak banking system and an open
capital account is “an accident waiting to happen.”
One particular area of concern is the use and possible
withdrawal of cross-border interbank funding, which
has been described as the “Achilles’ heel” of the inter-
national financial system (Greenspan, 1998b). Finan-
cial sector weaknesses in individual emerging markets
take on a global dimension when moral hazard inter-
acts with cross-border interbank funding. If creditor
banks come to expect that claims on banks in emerg-
ing markets will be protected by an official safety net,
they will treat these claims as essentially sovereign
claims. Indeed, the recent official guarantees of cross-
border interbank claims by Indonesia, Korea, and
Thailand may have reinforced this expectation. To the
extent that such expectations exist, it would increase
the level of cross-border bank lending above the level
that would be supported by unsubsidized markets
themselves.

To offset such resource misallocation, Greenspan
(1998b) has raised the question of what steps could be
taken to impose some additional discipline on the in-
terbank market. While removing the official safety net
and allowing the creditor banks to incur losses would
be one possibility, it would very likely confront
emerging markets with an abrupt loss of access to in-
ternational markets in a time of crisis. This suggests
that additional discipline could be imposed via a com-
bination of measures involving debtor and creditor
banks. For example, capital requirements could be
raised on borrowing banks by making the required
level of capital dependent not just on the nature of the
banks’ assets but also on the nature of their funding.
Alternatively, banks could be charged a fee for the ex-
istence of the official guarantee via either an explicit
premium or through a reserve requirement on inter-
bank liabilities that would earn a low or zero interest
rate. Increased capital charges on lending banks would
be another possibility. Under current Basle capital ad-
equacy guidelines, short-term claims on banks carry
only a 20 percent risk weight. Increasing this risk
weight would increase the cost of interbank borrowing
and induce banks to reduce their total borrowing or to
utilize nonbank sources of funding. However, such a
change in risk weights would be most effective if they
induced creditor banks to strengthen their internal risk
management systems and debtor banks to improve
their liquidity management.

The role of fixed or managed exchange rates in re-
cent crises suggests another change to the prudential
and supervisory system, namely that financial regula-
tion should be tailored to exchange rate arrangements.
For example, countries with limited capacity for
lender-of-last-resort operations—say due to their cur-
rency board or other fixed exchange rate system33—
may want to hold the banks to exceptionally high pru-
dential standards in order to minimize the need for
last-resort lending. They may wish to mandate higher
reserve, capital, and liquidity requirements than other
countries. Argentina is a case in point. Following the
Tequila shock of 1994–95, the government announced
a mandatory program of privately financed deposit in-
surance to reduce the risk of bank runs due to the con-
tagious loss of depositor confidence. More or less si-
multaneously it adopted a 15 percent across-the-board
liquidity requirement for all deposits of less than 90
days, and also imposed risk-adjusted capital asset re-
quirements substantially higher than the Basle stan-
dards. While this led to a drop in bank lending, it also
reduced the need for lender-of-last-resort intervention
(Caprio and others, 1996). Self-financed deposit in-
surance and exceptional liquidity and capital require-
ments may have reduced the international competi-
tiveness of the banking system, but it can be argued
that this was a necessary policy for a country whose
entire economic policy strategy was organized around
a currency board peg.34

While the implementation of an effective prudential
and supervisory framework—as discussed, for exam-
ple, in the Basle Committee’s Core Principles for Ef-
fective Banking Supervision and the IMF’s Toward a
Framework for Financial Stability—could potentially
overcome almost all of the problems observed in weak
banking systems, the initial implementation of such a
framework is easier said than done. Political pressure
for regulatory forbearance is intense. The expertise re-
quired to evaluate bank balance sheets is in short sup-
ply, nowhere more so than in emerging markets. The
problem grows more intense as banks branch into new
lines of business and with the proliferation of exotic,
thinly traded financial instruments.

In these circumstances, supervisory authorities may
be tempted to implement temporary measures. One al-
ternative is to rely on simple rules—for example, lim-
iting banks’ foreign currency exposures as a way of
containing risk. Unfortunately, simple rules can have
complex consequences, and unintended ones. As
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34In addition, a number of authors (especially Sachs, 1994) have
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dential standards than required by the Basle Accords.
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Thailand’s experience illustrates, restricting the open
foreign exchange positions of banks, for example,
may simply cause the latter to pass on that exposure to
their domestic customers (who are even less able to
handle it) in the form of foreign-currency-denomi-
nated loans.35 Similarly, the imposition of capital re-
quirements that are higher than the Basle standards
will be a deterrent to excessive risk taking only if bank
capital is properly measured and promptly written
down, and if banks are allowed to fail.

These dilemmas have motivated the search by some
observers for additional options for enhancing the sta-
bility of the banking sector. One of the more radical
options is narrow banking, under which banks, or at
least insured banks, are permitted to invest only in liq-
uid assets such as deposits with other banks and in in-
terest-bearing assets like short-term government secu-
rities (see, for example, Litan (1987) and Burnham
(1990)). Since the demand for other banking services
would not disappear, firms and individuals would ob-
tain loans from (or sell securities to) uninsured insti-
tutions like finance companies and the new nonbank
institutions that would attract some of the funds that
were previously deposited in banks. Of course, these
new institutions would have an incentive to offer de-
posit-like liabilities, and many existing risks to the
banking system would simply shift to other organiza-
tions, which might themselves have a tendency to af-
filiate with narrow banks (through, inter alia, holding
companies). The question would then become whether
the authorities’ commitment not to apply too-big-to-
fail arguments to these entities would be politically
sustainable ex post. Insofar as financial distress in
these entities gave rise to bank-like externality prob-
lems, this might not be the case. The hope of narrow-
banking proponents is that the authorities could head
off threats to systemic stability by undertaking lender-
of-last-resort operations (following sound central
bank practice, lending only at penalty rates against ac-
ceptable collateral), but not necessarily compensating
investors for their losses, enhancing the incentive for
the latter to exert market discipline against unsound
lending practices. But in a sense, the proponents of
narrow banking are simply assuming an answer to the
central question; were it so simple for governments to
limit their support operations in this way, they could
equally well limit its extension to existing financial in-
stitutions, obviating the need to create narrow banks.

A second option is to have greater international par-
ticipation in the banking system of emerging coun-
tries. A banking system with an internationally diver-
sified asset base is less likely be destabilized by
adverse domestic conditions and in turn to worsen

them into crises. Domestic branches of foreign banks
effectively possess their own private lenders of last re-
sort in the form of the foreign head office, and the lat-
ter has potential access to last-resort lending by the
central bank of the country in which the home office
resides, typically one of the mature markets. And
where competent management is in short supply, al-
lowing entry by foreign banks can be a means of im-
porting expertise.36 In practice, however, greater for-
eign participation may encounter domestic political
resistance. In addition, because their operations have
given them proprietary information, domestic banks
have an advantage when seeking to defend their mar-
ket share. And however invigorating the chill winds of
international competition, abruptly opening domestic
banking to foreign competition can be a sharp shock
to previously sheltered financial institutions. In the
absence of an orderly exit policy, it may encourage
gambling for redemption and other perverse short-run
responses. This suggests that there may be a limit to
the pace at which banking markets can or should be
internationalized.

A final option is to place temporary taxes or quanti-
tative limits on the short-term foreign currency
borrowing of banks to counter the moral hazard that
leads to loans from nonresidents to poorly managed
banks. However, limits on the ability of banks to bor-
row abroad will simply encourage nonbanks to borrow
abroad. Much of these borrowing may then find its way
back into the banking system, and the vulnerabilities to
which the financial system was subject may be essen-
tially unchanged. The logical consequence of starting
down this road is therefore a tax or tax equivalent on all
foreign capital inflows, not merely on foreign inflows
into the banking system. If it was intended to target
short-term capital inflows, it could be structured as a
holding period tax, for example like the Chilean mea-
sure that requires all nonequity foreign investment to
be accompanied by a one-year, noninterest-bearing de-
posit (whose tax equivalent therefore declines with the
duration of the investment). However, in light of the
cost of such taxes and their declining effectiveness,
such measures should be regarded as temporary ones,
designed to operate only as long as it takes to improve
the domestic prudential and supervisory framework.

The Role of the Corporate Sector and the
Bankruptcy Process

A new issue raised by the developments in Asia is
the effect of large unhedged foreign currency liabili-
ties of the nonfinancial corporate sector. In some
countries (such as Korea) this has reflected the on-
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lending of external funds raised by domestic banks.
In others (such as Indonesia and Thailand) it has re-
flected direct access by large firms to the Eurobond
market and international syndicated lending. In part,
this buildup of foreign currency liabilities in the non-
financial corporate sector in the 1990s appears to
have been related to the desire of international in-
vestors to acquire claims on what were regarded as
the most rapidly growing and profitable firms in
countries with sound fundamentals. In addition, in
those countries that used pegged or managed ex-
change rates supported by relatively tight domestic
monetary conditions, domestic nominal interest rates
were often higher than comparable interest rates in
global markets. These large interest rate differentials
created a strong incentive for external borrowing, es-
pecially when firms regarded the authorities’ ability
to sustain their exchange rate arrangements as credi-
ble. In a world where corporate entities increasingly
have access to global financial markets, this situation
may reflect one of the dilemmas involved in using a
nominal exchange rate anchor—namely, the authori-
ties may have difficulties simultaneously convincing
the corporate sector that it should base its wage and
price decisions on the assumption that the nominal
exchange rate will be maintained over time but that it
should also hedge its external liabilities just in case
the authorities cannot maintain their exchange rate
commitment. 

The unhedged positions of corporates also reflected
either the absence or limited availability of hedging
instruments in the various Asian currencies, as well as
their misuse. The limited development of currency de-
rivative markets in Asian emerging markets, as in
other regions, has partly reflected official concerns
that currency futures and options could be a vehicle
for taking speculative positions and could increase ex-
change rate volatility.37 Nonetheless, even if deriva-
tives markets are encouraged and develop, the experi-
ence in mature markets suggests that it may take
considerable time before medium-term hedging prod-
ucts arise and that in the early stages of development
such hedging operations can be quite costly.

Even when derivative products are available, the re-
cent Asian experience demonstrates that corporates
may actually use options and swaps to take specula-
tive positions betting that the authorities will be able
to maintain the existing exchange rate arrangements
(see Chapter II). As long as the authorities did main-
tain their exchange rate arrangements, the income
earned on these derivative products effectively further

reduced the cost of external borrowing. However, the
need of corporates to cover these open positions by
acquiring foreign exchange was a key factor deter-
mining the intensity of the speculative attacks against
a number of the Asian currencies, including the Thai
baht and the Indonesian rupiah.

While changes in macroeconomic policies, includ-
ing the introduction of greater exchange rate flexibil-
ity, may help to reduce the incentives for corporates to
take unhedged foreign debt positions, these would
also need to be supplemented by changes in legal
arrangements involving corporate governance, disclo-
sure requirements, and bankruptcy procedures. The
objective of these changes would be to increase the
amount of information made available to sharehold-
ers, creditors, and other market participants so as to
increase market discipline on corporate managers and
thereby increase the incentives for better management
of the risks associated with using foreign funds. For
those managers that fail to properly manage these
risks, improved bankruptcy procedures and laws
would facilitate the restructuring or closure of poorly
managed firms.

Unfortunately, many of these structural reforms
may take a considerable period of time to put in place.
The absence of these institutional arrangements may
be particularly important in countries that have a his-
tory of public assistance for large corporates in times
of crisis. Such an official safety net, even if less com-
prehensive than that underpinning the financial sys-
tem, can affect risk-taking behavior in general and can
increase the willingness of corporates to use an exces-
sive amount of debt, both domestic and foreign. In this
situation, the authorities may need to take steps to in-
crease the cost of using external debt by corporates
(while the excessive use of domestic debt could be ad-
dressed through prudential measures in the domestic
financial system). As discussed above, this could be
accomplished through the use of taxes such as
Chilean-like reserve requirements on all external
borrowing.

Another lesson of the Asian crisis is the importance
of an efficient bankruptcy code. Efficient bankruptcy
codes include a number of features. They allow the
imposition of a standstill to prevent creditors from
racing to grab the enterprise’s remaining assets and
management from engaging in asset stripping: halting
the creditor grab race averts the danger of premature
liquidation. They are also supported by the existence
of accepted accounting and auditing standards that en-
able creditors to assess the value of remaining assets
and courts to establish the priority of claims.38 Proce-
dures in some countries are not restricted to the liqui-
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38For example, under Chapter 11 of the U.S. bankruptcy code, a
proposed plan of reorganization cannot be voted upon by creditors
until they also receive a court-approved disclosure statement that
contains detailed financial information.
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dation of firms entering bankruptcy, but provide for
the reorganization of a firm, so long as its terms are
approved by a majority of creditors.

In practice, many countries lack bankruptcy codes
with the desirable features. In countries lacking effi-
cient bankruptcy procedures—the newly industrial-
ized countries of East Asia prior to the recent crisis
being widely cited examples—serious inefficiencies
can result. Where the system of property registration
is inefficient, it may be difficult to ascertain title to
property and to seize assets. Where accounting and
auditing standards are low, it may even be difficult to
determine if bond covenants have been breached. La
Porta and López-de-Silanes (1998) show that coun-
tries with poorly developed bankruptcy procedures,
lax accounting and auditing standards, and unreliable
law enforcement (unreliable enforcement of creditor
rights in particular) have smaller financial markets,
that firms in such countries rely less on external fi-
nance, and that the composition of activity is biased
against capital-intensive sectors. In addition, firms’
dependence on internal finance in such countries may
increase the cyclical sensitivity of investment and am-
plify the business cycle.

The lack of an efficient bankruptcy procedure can
compound the effects of other financial problems.
When conditions sour—because, for example, a fi-
nancial crisis in a neighboring country results in com-
petitive devaluation, or because of a regional eco-
nomic slowdown—creditors anticipating that the
firms to which they have lent will experience financial
distress and lacking confidence that they will be
treated fairly under the country’s insolvency code will
scramble to liquidate their claims, aggravating the
“grab-race” problem. Thus, the effects of the exoge-
nous shock will be further aggravated by the conse-
quent loss of investor confidence. And when borrow-
ers default, the inability of lenders to repossess
collateral may produce a cascade effect where the
debtor’s nonperformance forces its creditors’ into de-
fault. When the creditors include banks, the worst case
scenario is a financial panic. La Porta and López-de-
Silanes (1998) suggest that these effects may not be
apparent during periods of rapid growth, when few
firms experience financial distress, but will surface if
and when growth slows. Asia’s recent experience is
consistent with this conjecture.

The solution to at least some of these problems is to
provide for effective enforcement and implementation
of existing bankruptcy statutes and other laws pertain-
ing to creditor rights. The goal should be to enhance
transparency, to strengthen creditor rights in systems
where debtors are able to delay the proceedings, and
to permit reorganization as well as liquidation in cases
where only the latter is provided for by the law.

It is recognized that international harmonization is
extremely difficult because of differences in legal sys-
tems and traditions. Whatever system is adopted, it is

agreed that enforcement needs to be consistent and
predictable. Similarly, countries need to strengthen
auditing and accounting requirements so that creditors
and the courts can more accurately evaluate the cur-
rent condition and future prospects of the financially
distressed concern.39 Finally, the independence of the
judiciary needs to be strengthened so that it is better
insulated from capture by the special interests
involved.

Conclusions

As is the case with most crises, the current financial
crisis in Asia surprised virtually all observers. It
shared other common factors with previous crises, in-
cluding a prior surge in capital inflows and improve-
ments in the terms of access to international markets;
the existence of large unhedged exposures of domes-
tic borrowers to currency and interest rate movements;
weak regulatory regimes and a lack of transparency in
the operation of financial systems; and substantial
spillover effects to other markets. However, there
were also some differences relative to earlier crises,
most notably that the Asian crisis has been a “struc-
tural crisis” that occurred in a relatively benign exter-
nal environment and in debtor countries with by and
large strong macroeconomic fundamentals. Further, it
highlighted the vulnerabilities that could arise through
cross-border claims among private parties and showed
that, given the large number of parties involved, coor-
dinating the resolution process and restructuring such
claims can be extremely difficult.

The reasons for the surges in capital flows that
sometimes end in crises are not entirely clear. Some
market participants have argued that surges may be
the result of virtuous circles that begin with financial
and external liberalizations that lead to capital in-
flows, followed by an improvement in economic fun-
damentals and credit ratings, and then, in turn, more
inflows. Such surges are, however, more likely to end
badly if there is substantial herding by bankers and
portfolio managers who follow each other and invest
in emerging market countries without due regard to
the structural weaknesses of the financial systems, or
if there are moral hazard problems that lead to an un-
derpricing of the risks associated with investing in
emerging markets.

There appear to be a number of factors in Asia that
exacerbated what were initially seen as moderate asset
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price declines and capital outflows into full-blown
crises. These include exceptionally high leverage in
the corporate sector; excessive reliance on banks as
the primary source of financial intermediation; under-
capitalized banking systems; large unhedged expo-
sures; and excessive reliance on short-term cross-bor-
der interbank funding. All these factors contributed to
financial fragility, as did the poor state of the financial
infrastructure—the legal and accounting framework
that allows agents to assess the health of their coun-
terparties and to understand the likely outcomes in the
event of liquidity or solvency problems. Past crises
and the recent one in Asia have also shown that indi-
vidual countries can be substantially affected by de-
velopments in other countries, as a result of spillover
effects. While such contagion may not always be fully
rational, certain factors such as trade and financial
linkages, and common structural weaknesses appear
to explain a lot of the observed spillovers. Real sector
linkages between emerging markets have grown in re-
cent years and it has become clear from recent experi-
ence that the financial links between them have also
become very important.

To the extent that surges are fueled by moral hazard
or imperfect information, policymakers in emerging
markets need to take steps to reduce expectations of
bailouts and to improve transparency in government
decision making and the operation of the banking and
corporate sectors. However, and whatever their causes,
it is important to remember that the market dynamics
of surges and reversals are not peculiar to emerging
markets, and it is unrealistic to think that they will
ever be completely eliminated. If they are indeed
likely to be a recurrent feature of the global financial
system, it is necessary to put in place institutions and
policies to manage and reduce the macroeconomic
and financial risks associated with these flows. Strong
macroeconomic fundamentals will be a necessary part
of the solution, but the recent experience in Asia sug-
gests that sound macroeconomic policies are not suf-
ficient for avoiding all crises. For example, the Asian
experience shows that a potential problem with using
a nominal exchange rate anchor is that while the pri-
vate sector is supposed to base its wage and price de-
cisions on the assumption of a fixed nominal ex-
change rate, the supervisory authorities may want the
private sector to hedge its external liabilities just in
case the exchange rate cannot be held fixed.

A resilient financial sector is clearly required for
coping with abrupt changes in asset prices and capital
flows. Countries need to have effective regulatory and
supervisory controls, so that financial institutions
have the ability and incentives—perhaps including
higher capital requirements—to price and manage the
risks associated with volatile capital inflows. In addi-
tion, this requires effective market discipline whereby
the use of the safety net is costly, so that management
and owners have an incentive to maintain the health of

their institutions. Transparency will be important in
this regard, but it will become increasingly challeng-
ing in a world where off-balance-sheet exposures are
becoming large relative to on-balance-sheet ones and
where existing data collection mechanisms are not up
to the task of tracking new types of exposures.

Given that there are limits to the pace at which fi-
nancial sectors can be strengthened, policymakers
need to undertake an orderly opening of their financial
systems, and may need to consider imposing tempo-
rary measures to restrain certain types of inflows.
These controls would include various prudential con-
trols that attempt to increase the cost of using external
debt—particularly of a short-term nature—thereby in-
ternalizing some of the moral hazard and discouraging
some of the “hot” inflows. The latter may include
Chilean-type controls on capital inflows that can alter
the price of external financing. While the effective-
ness of such controls may wear off over time, such
controls do slow inflows to both the financial and non-
financial sectors, and buy the authorities time for rec-
tifying some of the weaknesses. Prudential regulations
that limit the amount of inflows intermediated through
the banking system may also be appropriate.

The recent experience has also made clear that the
combination of a weak banking system and an open
capital account is “an accident waiting to happen.” A
particular problem arises with the use of cross-border
interbank funding, which can be quickly withdrawn
and has been described as the Achilles’ heel of the in-
ternational financial system. Recipient countries may
be able to prevent excessive use of such funding by
making capital requirements dependent on the nature
of banks’ liabilities and not just their assets, or by the
imposition of a reserve requirement on interbank lia-
bilities that serves as a fee to reflect the implicit guar-
antee of such funding. Alternatively, changes to risk
weights could be used to increase capital requirements
on lending banks.

While many of the preceding points were already
recognized to some degree prior to the Asian crises,
some new issues have been thrown up. First, there
may be a need to coordinate financial regulation and
exchange rate policy, so that countries that are at-
tempting to peg their exchange rates also strengthen
prudential and reporting requirements on financial in-
stitutions and corporations. Second, the slow speed at
which the limited supervisory and regulatory capacity
of many emerging markets can be improved means
that nontraditional supervisory measures may warrant
consideration, including limiting the safety net to a
narrower group of deposit-taking institutions, greater
international involvement in the banking system, and
limits on foreign borrowing by bank and nonbank en-
tities. Third, since inevitably there will be periodic
failures of borrowers, it is necessary to have efficient
bankruptcy procedures to ensure rapid resolution of
potential crisis-inducing situations.

Conclusions
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